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The financial effects of imputation are often contentious. Most notably, the impact of imputation credits on 
share prices and cost of capital is subject to much debate.  
This study examines the implications of the imputation system for stock prices and returns, cost of capital, 
project evaluation, capital structure, payout policy and investor portfolios. It also discusses potential 
impacts if the imputation system was dismantled or adjusted, perhaps in conjunction with a reduction in 
the corporate tax rate. 
Questions have been raised over the efficacy of the dividend imputation system, including by the Financial 
System Inquiry in November 2014 and the Tax Discussion Paper released on 30 March, 2015.  
This study aims to contribute to the policy debate by examining the financial implications of the imputation 
system for markets, companies and investors. It addresses the impact of dividend imputation for stock 
prices and returns, cost of capital, project evaluation, capital structure, payout policy and investor 
portfolios.  
The study also discusses potential impacts if the imputation system was dismantled or adjusted, perhaps in 
conjunction with a reduction in the corporate tax rate.  
Key Findings 
1. The effects of imputation are debatable both in theory and practice along most dimensions. The 
implications of imputation for stock prices and returns, cost of capital, capital structure and investor 
portfolios are all unclear. The notable exception is payout policy, where higher payout ratios have clearly 
been encouraged by the desire to distribute imputation credits. 
2. Whether imputation is priced into the market is a central issue. Unfortunately, both theory and 
evidence provide very mixed indications, and there is no consensus. The effects of imputation can be 
seen in share price movements around dividend events, but are not readily apparent in returns or price 
levels. Against this mixed evidence, the Tax Discussion Paper stance that the cost of capital is set in 
international markets stands as an extreme position. Allowance should be made for the possibility that 
imputation might be priced partially, or even fully, in some situations.  
3. One area where imputation probably matters is small, domestic companies. It is the smaller, domestic 
segment where it is more likely that local investors who value imputation credits may determine prices, 
as well as being chiefly responsible for providing funding. Any adverse impact from removing imputation 
may well be concentrated in this (economically significant) segment.  
4. How imputation influences behaviour is important.  Focusing on how imputation impacts on precise 
computations like cost of capital estimates is arguably less important than understanding the behaviours 
 
 
 
 
that imputation encourages, and how these might change if the imputation system was adjusted. 
Investors and company management often do not formally build the value of imputation into share price 
valuations, cost of capital estimates, or evaluations of investment projects. Nevertheless, these players 
may still acknowledge that imputation credits are valuable to many shareholders, and behave 
accordingly. Imputation can thus have an important influence on some decisions, even though it may 
not be explicitly incorporated into any supportive analysis.  
5. The relation between imputation and payout policy deserves attention. The contribution of the 
imputation system to lifting payout ratios has arguably been one of its key effects and main benefits. By 
encouraging greater payouts, and thus requiring companies to justify their case when seeking additional 
funding, the imputation system has probably contributed to more disciplined use of capital. From this 
perspective, dismantling the imputation system could have detrimental effects for both shareholders 
and the Australian economy through less efficient deployment of capital. 
6. Imputation may not have much impact on corporate capital structure or investment decisions. The link 
between imputation and both capital structure and project evaluation is tenuous. The case is stronger 
for a relation with capital structure, given that imputation increases the net return available to many 
shareholders. However, linking imputation to capital structure requires companies to be concerned with 
personal tax effects when making funding decisions; which are one of many potential influences on 
capital structure identified in the literature. When estimating cost of capital and evaluating projects, the 
evidence suggests that few companies take imputation into account. Rather, corporate investment 
decisions appear primarily based on more subjective considerations, with financial analysis providing a 
supportive role.  
7. Imputation is influential in regulatory decisions. Regulation of utilities is one area where the value of 
imputation is explicitly built into the computations, and has real effects in terms of output prices. The 
impact of changes in imputation on utility prices should be given specific consideration in contemplating 
any policy changes.  
8. The influence of imputation on investor portfolios is unclear; but any resulting domestic bias should 
not be a major policy concern. Home bias is observed everywhere around the world, and has many 
potential explanations. The degree of home bias among Australian investors does not seem untoward, 
except perhaps in the Self-Managed Superannuation Fund sector. Further, just because a portfolio fails 
to reflect the available asset universe does not necessarily mean that it is exposed to significant and 
unwarranted non-diversifiable risk: the bulk of diversification opportunities can be secured with a just a 
few assets. There is no apparent significant danger to the Australian economy or financial system from 
having a bias towards Australian equities paying high fully-franked dividends. In any case, it is doubtful 
that this bias could be substantially addressed through changes to the imputation system.  
9. The potential effects from removing or adjusting the imputation system are conditional on what else 
happens. Many of the potential effects from changing the imputation system depend on what other tax 
changes occur. Most relevant is any concurrent reduction in the corporate tax rate, which might provide 
a full or partial offset in some areas. Whether the corporate tax rate is changed could be particularly 
important for the tenor of any share price reaction, and any encouragement to change capital structure. 
A major exception is payout policy, where reducing the availability of imputation credits would dull the 
incentive to distribute earnings regardless. The study notes that the impact on investment from a 
reduced corporate tax rate may be diluted to the extent that tax effects and cost of capital are second-
order influences on investment decisions. 
 
 
